
 
Abnormal Accruals in Newly Public Companies:  

Opportunistic Misreporting or Economic Activity? 
 
 

Christopher S. Armstrong 
carms@wharton.upenn.edu 

The Wharton School 
University of Pennsylvania 

 
George Foster 

gfoster@stanford.edu 
Stanford University 

Graduate School of Business 
 

Daniel J. Taylor 
dtayl@wharton.upenn.edu   

The Wharton School 
University of Pennsylvania 

 
 

August 30, 2013 
 
 
 

 
 

_____________ 
We thank Jeff Abarbanell, Ray Ball, Mary Barth, John Core, Ian Gow, Wayne Guay, John Hand, 
Richard Lambert, Dave Larcker, Andy Leone (FEA discussant), Katherine Schipper, Cathy 
Schrand, Baljit Sidhu, Joe Weber, Dushyantkumar Vyas, and seminar participants at the 2008 
Duke/UNC Fall Camp, the 2008 FEA conference, Stanford University, the University of New 
South Wales, the University of Maryland, and the University of Minnesota for their comments 
and suggestions. Christopher Armstrong and Daniel Taylor are grateful for financial support 
from the Dean’s Research Fund at the Wharton School. George Foster gratefully acknowledges 
funding from the Center for Entrepreneurial Studies at the Graduate School of Business, Stanford 
University.  

  

mailto:carms@wharton.upenn.edu
mailto:gfoster@stanford.edu
mailto:dyayl@wharton.upenn.edu


Abnormal Accruals in Newly Public Companies:  
Opportunistic Misreporting or Economic Activity? 

 
 

 
 
Abstract 
Newly public companies tend to exhibit abnormally high accruals in the year of their initial 
public offering (IPO). Although the prevailing view in the literature is that these accruals are 
caused by systematic opportunistic misreporting, we show that these accruals do not appear to 
benefit managers but instead result from the normal economic activity of newly public 
companies. In particular, and in contrast to the notion that managers benefit from inflating 
accruals through an inflated issue price, inflated post-IPO equity values, and increased insider 
trading profits, we find no evidence of a relation between abnormal accruals and these outcomes. 
Instead, consistent with these accruals resulting from normal economic activity, we find that 
these accruals are attributable to the investment of IPO proceeds in working capital, and that 
controlling for the amount of IPO proceeds invested in working capital results in a more 
powerful accrual-based measure of misreporting.  
 
JEL Classification: M41; G14; G24; G34; K22; L25  
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1. Introduction 
 

There is a widespread belief in the accounting and finance literature that the earnings of 

newly public companies are systematically inflated at the time of their initial public offering 

(IPO). This belief is fueled by the notion that earnings management requires “opportunity” and 

“incentive,” both of which are thought to be heightened around the IPO. In particular, the 

opportunity is thought to exist because of the relatively high degree of information asymmetry 

between managers and new investors in the company’s securities. The incentives for earnings 

management are also thought to be heightened for at least two reasons that are unique to newly 

public companies. First, managers typically have a large fraction of their wealth concentrated in 

their firm’s equity prior to the initial public offering, with the IPO providing managers the ability 

to diversify their concentrated holdings in the firm. Second, once the company is publicly traded, 

managers will be evaluated on the basis of the company’s stock price (Holmstrom and Tirole, 

1993). 

Given the unique opportunities and purported incentives surrounding IPOs, many studies 

focus on the financial reporting quality of newly public companies. A well-documented 

empirical regularity in the accounting and finance literature is that newly public companies tend 

to exhibit abnormally high accruals in the year of their initial public offering (IPO). With rare 

exception, prior studies conclude that abnormally high accruals in the year of the IPO are caused 

by systematic, opportunistic misreporting in newly public companies.1 One limitation of these 

studies, however, is that the evidence of opportunistic misreporting is based exclusively on the 

magnitude of abnormal accruals.  

1 See Dechow, Ge, and Schrand (2010) for a review of the literature on this point. Examples include Teoh, Wong, 
and Rao (1998a), Teoh, Welch, and Wong (1998b), Bradshaw, Richardson, and Sloan (2001), Ducharme, Malatesta, 
and Sefcik (2001, 2004), Katz (2006), Morsfield and Tan (2006), Lo (2008), Wongsunwai (2012). Exceptions 
include Ball and Shivakumar (2008) and Cecchini, Jackson, and Liu (2012). 
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This is an important limitation. Abnormal accruals in newly public firms could be 

elevated because of either managerial opportunism (i.e., intentional manipulation) or other, more 

benign reasons (e.g., economic activity that is unique to newly public companies).2 In particular, 

“abnormal” accruals are calculated as the difference between the level of accruals in newly 

public companies and the normal or “expected” level of accruals estimated from a broad sample 

of publicly traded firms. Abnormal accruals estimated this way could reflect either differences in 

misreporting between newly public companies and their publicly-traded counterparts that are at 

different stages of their life-cycle and/or fundamental differences in economic activity that give 

rise to differences in normal or expected accruals between the two groups. We refer to these two 

explanations as the “misreporting explanation” and the “economic activity explanation,” 

respectively.  

It is important to note that these two explanations are not mutually exclusive. It is 

possible that abnormal accruals are the result of both misreporting and economic activity that is 

unique to newly public firms. In this case, controlling for latter should reduce the measurement 

error in abnormal accruals and should, in turn, produce a more powerful accrual-based measure 

of misreporting.  

We take the large abnormal accruals in the year of the IPO as given and use two sets of 

tests to discriminate between these two explanations. Our tests are designed to validate that 

abnormal accruals in newly public companies measure misreporting. In our first set of tests, we 

examine the opportunistic misreporting explanation. If, as the prior literature argues, 

opportunistic misreporting is pervasive in newly public companies, then we expect to find that 

managers’ incentives for (or net benefits from) misreporting are similarly pervasive. Our second 

2 See Guay, Kothari, and Watts (1996), Kothari, Leone, and Wasley (2005), and Venkataraman, Weber, and 
Willenborg (2008) for multiple interpretations of abnormal accruals. 
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set of tests, we examine the economic activity explanation. If abnormal accruals are the result of 

newly public companies investing IPO proceeds in working capital, then we expect to find no 

evidence that their accruals are “abnormal” after controlling for proceeds invested in working 

capital, and that controlling for investment of proceeds a more unbiased measure of abnormal 

accruals that is more powerful for detecting misreporting. 

In our first set of tests, we adopt the agency-theoretic notion of incentives from the 

broader incentives literature (e.g., Core, Guay, and Verrecchia, 2003) and define a manager’s 

incentives to take a particular action (e.g., inflate accruals) as the partial derivative of the 

manager’s expected utility with respect to that action. Since a particular action can affect 

multiple outcomes that each, in turn, affect a manager’s expected utility, we examine several 

outcomes that are commonly thought to provide managers of newly public companies with 

incentives to misreport. Specifically, we examine whether managers benefit from inflated 

accruals through (i) an inflated issue price, (ii) inflated post-IPO equity values, and (iii) increased 

insider trading profits.  

We find no evidence of a relation between abnormal accruals and any of these outcomes. 

In contrast, we find that the cash component of earnings is related to post-IPO equity values. 

Importantly, our results also suggest that firms with high IPO-year abnormal accruals earn 

negative future abnormal returns because such firms have low cash flows. Specifically, after 

controlling for cash flows, we find that abnormal accruals do not predict negative future 

abnormal returns. In contrast to Teoh et al. (1998b), our results suggest that the tendency of stock 

prices to decline following the IPO is attributable to newly public companies’ low cash flows 

rather than their high abnormal accruals. This finding casts doubt on the notion that managers 

have incentives to inflate accruals to boost post-IPO equity valuation. Finally, in contrast to the 
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claim that managers have incentives to inflate accruals to inflate their firms’ stock price prior to 

selling their shares (i.e., “pump and dump”), we find no relation between IPO-year abnormal 

accruals and managers’ insider-trading profits.  

Although the results from our incentive tests suggest that managerial opportunism is an 

unlikely explanation for the abnormally large accruals of newly public companies, these tests do 

not provide an alternative explanation for these accruals. In our second set of tests, we examine 

whether these accruals are the result of newly public companies investing their IPO proceeds in 

working capital. Although inflating working capital is one of the more common ways to manage 

earnings (see Dechow and Schrand, 2004), increases in working capital can also arise from 

investment in current assets (e.g., inventory and net accounts receivable) and reductions in 

current liabilities (e.g., short-term debts).3 Since accruals, by definition, include changes in non-

cash working capital, any increase in non-cash working capital mechanically increases accruals 

(e.g., Richardson, Sloan, Soliman, and Tuna, 2006). Because abnormal accruals for IPO firms 

are traditionally calculated by benchmarking against non-IPO firms, the tendency of IPO firms to 

make larger investments in working capital may mechanically produce large abnormal accruals, 

even absent misreporting.  

We find strong evidence of a positive relation between IPO-year abnormal accruals and 

the amount of proceeds invested in working capital. First, using data on the intended use of 

proceeds listed in the IPO prospectus (e.g., Mikkelson, Partch, and Shah, 1997; Leone, Rock, and 

Willenborg, 2007), we find that firms that disclose their intent to increase working capital have 

higher IPO-year abnormal accruals than firms that do not. Second, we find a positive relation (no 

relation) between abnormal accruals and the portion of IPO proceeds invested (not invested) in 

3 Throughout the paper we use the term “working capital” to refer to non-cash working capital. 
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working capital. Importantly, after controlling for the amount of IPO proceeds invested in 

working capital, we find no evidence that IPO firms have abnormally large accruals. 

Finally, to confirm that accruals attributable to the investment of IPO proceeds in 

working capital are not symptomatic of earnings management, we follow Richardson et al. 

(2006) and examine the relation between the different components of accruals and the incidence 

of accounting fraud. Consistent with the economic activity explanation, but inconsistent with the 

misreporting explanation, we find no evidence of a relation between accruals and the incidence 

of SEC enforcement releases (AAERs). This result stands in contrast to the prior literature that 

finds a positive relation between accruals and SEC enforcement actions in the broader sample of 

all publicly traded companies (e.g., Richardson et al., 2006; Dechow, Hutton, Kim, and Sloan, 

2012). Importantly, however, we find that controlling for the amount of proceeds invested in 

working capital produces an accrual-based measure of misreporting that is strongly positively 

related to the incidence accounting fraud. Specifically, we find that the portion of accruals that is 

attributable to investment of IPO proceeds is unrelated to the incidence of accounting fraud and 

that the portion of accruals that is not attributable to investment of IPO proceeds is positively 

related to the incidence of accounting fraud. The differential relation between these two 

components of accruals suggests that accruals generated by the investment of IPO proceeds in 

working capital are the result of the normal economic activity newly public firms and that 

controlling for proceeds invested in working capital produces a more powerful accrual-based 

measure of misreporting. 

Collectively, the findings from our first set of tests suggest that the large positive 

abnormal accruals that are common in newly public companies are not the result of systematic 

managerial opportunism. The findings from our second set of tests provide an alternative 
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explanation for these accruals; namely that these accruals are the result of the tendency of newly 

public companies to invest their IPO proceeds in working capital. Taken together, our findings 

suggests that the financial reporting quality of newly public companies is considerably higher 

than is widely alleged. Collectively, our evidence suggests that economic differences between 

publicly traded firms—which are at a different stage in their life-cycle—and newly public firms 

imparts an upward bias in estimates of abnormal accruals. Moreover, although some newly 

public firms undoubtedly misreport, their incidence of misreporting is no different than that of 

the broader sample of publicly traded firms. 

The remainder of this study is organized as follows. Section 2 discusses the relevant prior 

literature. Section 3 discusses our research design. Section 4 describes our sample and the 

measurement of our primary variables. Section 5 discusses our results. Section 6 concludes. 

 

2. Related literature and hypothesis development 

2.1. Institutional aspects of financial reporting in newly public companies  

Newly public companies face increased litigation risk and heightened scrutiny (e.g., 

Lowry and Shu, 2002; DuCharme et al., 2004; Billings and Lewis, 2008). The increase in 

litigation risk is largely due to securities laws that both shift the burden of proof and increase the 

maximum legal liability for misreporting in connection with an IPO. In particular, while false or 

misleading statements are generally covered under Section 10b of the Securities Act of 1934, 

false or misleading statements in connection with public stock issues fall under the purview of 

Section 11 of the Securities Act of 1933. Under Section 10b the burden of proof is on the 

plaintiffs, who are required to show that: (i) specific information was false or misleading, (ii) 

they relied on this information in making investment decisions, and (iii) they suffered a loss as a 
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result. Damages under Section 10b are based on the investor’s purchase price. Under Section 11, 

however, investors do not have to prove that they relied on false or misleading statements or that 

critical information was omitted from the registration statement. Instead, the burden of proof is 

on the firm, and damages under Section 11 are based on the lower of IPO offer price and the 

investor’s purchase price. As a result of the lower burden of proof and potentially larger 

damages, IPO firms arguably face higher than usual litigation and regulatory risk from inflating 

earnings.  

There is also intense monitoring by the various parties that are involved in the IPO 

process (e.g., venture capitalists, underwriters, auditors, and regulators). For example, Morsfield 

and Tan (2006) note how venture capitalists have both the expertise and sufficient reputational 

incentives (e.g., future fundraising) to serve as effective monitors. Wang, Winton, and Yu (2010) 

discuss how ownership of IPO firms tends to be concentrated among venture capitalists and 

institutional investors, both of which are relatively sophisticated investors and effective 

monitors. Moreover, as Lowry and Shu (2002, 310) discuss, “because litigation is costly … 

underwriters conduct due diligence prior to the IPO, i.e., they investigate all aspects of the firm’s 

business, finances, management, and projections and discuss their findings in the IPO 

prospectus.” Consistent with this description, courts have typically recognized that independent 

verification of the registration statement and prospectus (including the financial statements) is a 

critical step in the underwriter’s due diligence process.4  

Auditors have especially strong incentives to scrutinize the financial statements of IPO 

firms. When companies register for their IPO their financial statements fall within the scope of 

4 For example, in the seminal case of Escott v. BarChris Construction Corp., the court determined that the 
underwriters had not established a “due diligence” defense largely because the lead underwriter delegated much of 
its diligence responsibility to counsel, who merely took the issuer’s documents and statements at face value, and 
made no attempt to independent verify them. 
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the Securities Act of 1933, but after going public their financial statements fall within the scope 

of the Securities Exchange Act of 1934. Because exposure to litigation risk is higher under the 

1933 Act than the 1934 Act, auditors perform higher quality audits, and receive higher fees for 

their audits conducted in connection with IPOs (e.g., Venkataraman et al., 2008). Finally, 

regulators review every issuer’s registration statement (i.e., Form S-1). The SEC’s review is 

thorough and typically involves back-and-forth correspondence between the SEC and the issuer, 

and an offering cannot become effective until the SEC approves all of the issuer’s responses to 

its comments.5  

2.2. Empirical evidence of financial reporting in newly public companies 

 Despite the increased risk of litigation and heightened scrutiny of their financial 

statements, it is widely believed that managers of newly public companies have especially strong 

incentives to misreport. Appealing to this notion, a large body of literature examines the financial 

reporting quality of newly public companies. Beginning with Aharony, Lin, and Loeb (1993) and 

Friedlan (1994), much of the literature focuses on the magnitude of abnormal accruals in the year 

of the IPO and argues that large positive abnormal accruals are evidence of widespread 

opportunistic misreporting. Subsequent work by Teoh et al. (1998b) finds not only large positive 

abnormal accruals in the year of the IPO, but also a negative relation between these accruals and 

future abnormal stock returns.  

Since these initial studies, the literature largely takes for granted that such accruals 

measure opportunistic misreporting and has evolved to focus on the role of third-party 

5 The SEC’s review of Groupon’s registration statement in advance of its IPO illustrates this process. In a letter to 
Groupon (dated June 29, 2011),  the SEC noted that Groupon’s reported metric ACSOI, or “adjusted consolidated 
segment operating income,” which is essentially operating income less marketing and acquisition costs was “a non-
GAAP measure that is potentially misleading to investors” and that Groupon should “revise [its] non-GAAP 
measure accordingly.” Groupon responded in a letter (dated July 14, 2011) in which it defended ACSOI as an 
appropriate performance metric. The SEC sent another request that the performance measure be removed. Groupon 
subsequently complied with the SEC’s request and omitted ACSOI from its revised filing on October 10, 2011. 
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intermediaries in explaining cross-sectional variation in these accruals. For example, Morsfield 

and Tan (2006) and Wongsunwai (2012) find that venture-backed companies have lower IPO-

year abnormal accruals, and Katz (2006) finds a similar result for firms with private-equity 

sponsors. The broad consensus in this literature is that positive IPO-year abnormal accruals are 

opportunistic and are the product of heightened incentives for misreporting.6 

 In contrast to most studies in this literature, Ball and Shivakumar (2008) focus on pre-

IPO rather than IPO-year accruals, and show that pre-IPO accruals reflect bad news more timely 

than good news.7 Although Ball and Shivakumar (2008) can be broadly interpreted as providing 

evidence on the financial reporting quality of newly public companies prior to the IPO, they do 

not examines managers’ financial reporting incentives, nor do they speak to the most frequently 

cited evidence of opportunistic misreporting—namely, large positive abnormal accruals in the 

year of the IPO (e.g., Lo, 2008).8 Despite the widely held belief that managers of newly public 

companies have strong incentives to misreport, and that inflated accruals are evidence of these 

incentives, we are not aware of any study that examines either the incentives of managers in 

newly public companies as they relate to accruals, or whether such accruals are related to other 

measures of misreporting (e.g., SEC enforcement actions).  

2.3. Accruals and incentives in newly public companies 

 Although prior studies claim that managers can benefit from inflating accruals in multiple 

ways, perhaps foremost is the claim that managers manipulate earnings to inflate the IPO issue 

price (e.g., Teoh et al., 1998a; Dechow et al., 2010). A higher issue price translates directly into a 

6 See also Bradshaw et al. (2001), Ducharme et al. (2001, 2004), Lo (2008), Dechow et al. (2010).  
7 Cecchini et al. (2012) find that newly public companies tend to report an allowance for doubtful accounts that is 
more conservative than that of more mature companies, which is consistent with a differential asymmetric timeliness 
between these two groups of firms. 
8 Ball and Shivakumar (2008) continue to find positive IPO-year discretionary accruals. 
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higher cash balance in the firm and increases the value of managers’ equity holdings. Greater 

cash holdings can be used to undertake either positive net present value projects, increasing the 

value of the firm and the manager’s holdings, or negative net present value projects that provide 

the manager with private benefits (e.g., “empire building,” “pet projects,” or other forms of 

perquisite consumption).9  

 The most frequently cited evidence that managers of newly public companies have 

incentives to misreport is the strong negative relation between IPO-year abnormal accruals and 

post-IPO stock returns (e.g., Teoh et al., 1998b). Much of the broader capital markets literature 

interprets this negative relation as evidence that managers benefit from inflating accruals through 

inflated post-IPO equity values.10 Although this interpretation has gone largely unchallenged in 

the literature, recent evidence suggests that it warrants closer examination. In particular, Desai, 

Rajgopal, and Venkatachalam (2004) suggest that because accruals and cash flows are negatively 

correlated, accrual-based anomalies may actually be an artifact of cash flows mispricing (i.e. the 

value-glamour anomaly).11 Although Desai et al. (2004) focus on total accruals, both the 

expected and abnormal components of accruals are also negatively correlated with cash flows. 

This suggests that the relation between IPO-year abnormal accruals and subsequent stock returns 

may not be the result of investors being fooled by misreporting, but may instead be an artifact of 

the correlation between cash flows and future stock returns. This is an important alternative 

9 IPO-year earnings and accruals are not determined until year-end, which occurs after the IPO. Thus, the incentive 
to inflate issue price relates to accruals prior to the IPO, or pre-IPO accrual (e.g., Teoh et al., 1998a; Ball and 
Shivakumar, 2008). To the best of our knowledge, only DuCharme et al. (2001) examine the relation between pre-
IPO accruals and issue price. Using a sample of 171 manufacturing companies that went public between 1982 and 
1987, DuCharme et al. (2001) find that both pre-IPO accruals and cash flows are positively related to IPO issue 
price. 
10 For example, Bradshaw et al. (2001), among others, interpret the negative correlation between post-IPO stock 
returns and discretionary accruals as evidence that “… firms successfully use earnings management to increase their 
stock prices during equity offerings.” (p. 72)  
11 Desai et al. (2004) re-examine the accrual anomaly documented by Sloan (1996) and find that (i) companies in the 
highest and lowest accrual quintiles do not earn significantly different returns after controlling for cash flows, and 
(ii) cash flows subsume the explanatory power of accruals in return regressions. 
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explanation because it suggests that one of the most frequently cited benefits to inflating accruals 

(i.e., inflating post-IPO equity value) may not be the result of misreporting.  

 Prior literature points to the negative relation between IPO-year abnormal accruals and 

post-IPO stock returns as evidence that managers can temporarily inflate post-IPO equity values. 

However, what is left unexamined is the mechanism(s) by which managers purportedly benefit 

from a temporary increase in share price. Direct monetary benefits from a temporary increase in 

share price depend on the extent to which managers can exit their equity positions before the 

stock price declines. For this reason, much of the broader literature on the incentives for 

misreporting focuses on insider trading, or insiders’ ability to exit their equity positions (e.g., 

Beneish, Press, and Vargus, 2004; Cheng and Warfield, 2005; Efendi, Srivastava, and Swanson, 

2007). However, few studies focus on insider trading in the context of newly public companies.12 

This is surprising given that the IPO often represents the first opportunity for managers to 

diversify the (often substantial) holdings they accumulated before the company was publicly 

traded. Thus, one might expect to observe substantial reductions in equity holdings and high 

insider sales volume following the IPO because managers are diversifying their holdings. 

However, if equity holdings provide managers with an incentive to artificially inflate stock price 

before selling (i.e., “pump and dump”), then abnormal accruals should be related to their equity 

holdings and future trading profits. 

 2.4. Accruals and investments in working capital 

 Prior literature on the determinants of accruals notes that abnormally large accruals in 

and of themselves do not necessarily imply misreporting (e.g., Guay et al., 1996; Kothari et al., 

12 One exception is Darrough and Rangan (2005), who document higher than usual insider sales volume at firms 
with large discretionary accruals in the year of the IPO. However, they do not examine the profitability of these 
trades.  
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2005). For this reason, a number of studies examine the relation between accruals and the normal 

economic activity of the firm. The literature generally models accruals as a function of the level 

of fixed assets, changes in revenue, and industry membership (e.g., Jones, 1991; Teoh et al., 

1998a,b). Any variation in accruals related to these determinants is considered “expected” or 

“non-discretionary.” In contrast, any variation that is not related to these determinants is 

considered “abnormal,” or “discretionary,” and is thought to represent earnings management. 

Consistent with this interpretation, a large body of literature provides evidence of a positive 

relation between abnormal accruals and other measures of misreporting such as SEC 

enforcement actions (e.g., Dechow et al., 2012). Accordingly, large abnormal accruals in newly 

public companies are commonly thought to indicate widespread misreporting. 

 However, an important alternative hypothesis is that large abnormal accruals in newly 

public companies reflect normal economic activities unique to IPO firms. Since accruals include 

changes in working capital, any large investments in working capital (i.e., increases in non-cash 

current assets or reductions in current liabilities) manifest as large accruals. While investments in 

working capital are not indicative of earnings management, unless the level of these investment 

is perfectly correlated with the level of fixed assets or changes in revenue (i.e., the standard 

determinants of expected accruals), these investments will mechanically manifest as an increase 

in abnormal accruals. This is of particular concern in the IPO setting because newly public 

companies typically receive a large cash inflow in the form of the IPO proceeds. If the IPO 

proceeds are invested in working capital, this can produce what looks to be large abnormal 

accruals. Consistent with this idea, Mikkelson et al. (1997) report that 85% of IPOs list 

investments in working capital as an intended use of proceeds. Importantly, this suggests that the 
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large abnormal accruals that are typically documented in newly public companies may simply be 

an artifact of these firms’ normal economic activity. 

 

3. Research design 

 In our first set of tests, we examine whether managers of newly public companies have 

systematic incentives to inflate accruals. In our second set of tests, we examine whether the large 

abnormal accruals in newly public companies are the result of the normal economic activity in 

IPO firms—specifically the investment of IPO proceeds in working capital.  

3.1. Accruals and incentives in newly public companies 

3.1.1. Accruals and IPO issue price 

 We test whether income increasing abnormal accruals inflate IPO issue price by 

estimating the following regression: 

ISSUEPRICEi = β0 + β1Bookvali + β2Earningsi + δYear + γIndustry  
 + θVenture + φUnderwriter + εi            (1) 

where ISSUEPRICE is the IPO issue price per share, Bookval is the book value of equity, and 

Earnings is earnings before extraordinary items. We estimate equation (1) decomposing earnings 

into its operating cash flow (CashFlow) and total accrual components (Accruals) and then further 

decomposing total accruals into its expected (ExpAcc) and abnormal components (AbAcc). We 

include industry and year fixed effects (Industry and Year) to control for industry- and year-

specific issue price premiums or discounts.13 We also include an indicator (Venture) that equals 

one if the firm has venture capital financing and zero otherwise and underwriter fixed effects 

(Underwriter) to control for premiums or discounts associated with venture capital and 

13 Industry fixed effects are defined using two-digit SIC codes. 
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underwriter reputation (e.g., Gompers and Lerner, 1999).14 All financial statement variables are 

measured during the fiscal year prior to the IPO (i.e. before the issue price is set) and are scaled 

by the number of shares outstanding immediately after the offering.15 If income-increasing 

abnormal accruals inflate IPO issue price, we expect to find a positive coefficient on abnormal 

accruals.  

3.1.2. Accruals and post-IPO equity valuation 

Our next set of tests examines the relation between IPO-year abnormal accruals and post-

IPO equity values. Following Teoh et al. (1998b), we sort companies into quartiles based on their 

IPO-year abnormal accruals, and we calculate buy-and-hold market-adjusted returns for each 

quartile over the twelve-month period beginning at the end of the fourth month following the 

fiscal year-end.16 We then test whether the difference in returns between the high and low 

abnormal accruals quartiles is negative. Next, we use two tests to assess whether the negative 

relation between abnormal accruals and future returns persists after controlling for cash flows.  

First, we independently sort firms on IPO-year abnormal accruals and IPO-year cash 

flows, and test whether the difference in returns between high and low abnormal accrual 

quartiles (i.e., the abnormal accrual hedge portfolio) is negative after removing firms in the 

extreme cash flow quartiles.17 If the correlation between abnormal accruals and returns is the 

14 Underwriter fixed effects are defined according to the lead underwriter. 
15 The IPO-year refers to the fiscal year during which the firm had its IPO. IPO-year earnings and accruals are not 
determined until year-end, which occurs after the IPO. Thus, the incentive to inflate issue price relates to accruals 
prior to the IPO, or pre-IPO accruals (e.g., Teoh et al., 1998a; Ball and Shivakumar, 2008). Inferences are similar if 
we (i) use the return on the first trading day as the dependent variable, (ii) use market value as the dependent 
variable and do not scale the independent variables, and (iii) group firms into portfolios based on earnings, cash 
flows, and accruals, and use the portfolio values or ranks as independent variables. 
16This convention is intended to ensure that our tests use only IPO-year financial statement information that would 
have been available to market participants. 
17 Specifically, we independently sort companies by IPO-year cash flow from operations and discretionary accruals, 
placing companies into one of 16 (4 x 4) bins. If, as we conjecture, companies with high (low) IPO-year 
discretionary accruals earn low (high) returns because they have low (high) cash flows then we expect the difference 
in returns between (i) companies with high discretionary accruals and high cash flows and (ii) companies with low 
discretionary accruals and low cash flows to be insignificant.  

 - 14 - 

                                                           



result of investors being fooled by misreporting (and not driven by cash flows) then returns to the 

abnormal accrual hedge portfolio should remain negative.   

Second, we use the Fama and French (1993) model to compute average monthly risk-

adjusted returns (alphas) over the respective twelve-month period and test whether such returns 

are decreasing in IPO-year abnormal accruals before and after controlling for cash flows. There 

are two advantages of this approach. First, it avoids problems inherent to using long-run buy-

and-hold returns (e.g., the test statistics will have more desirable statistical properties; see 

Mitchell and Stafford 2000). Second, it adjusts for risk in a more comprehensive manner than 

does simply subtracting the return of a benchmark index. These two tests provide complementary 

evidence on whether IPO-year abnormal accruals inflate post-IPO equity values.  

3.1.3. Accruals and insider trading  

We test whether managers inflate IPO-year abnormal accruals to temporarily increase 

equity values prior to selling their shares (i.e., “pump and dump”) by examining insider trading 

activity following the public disclosure of such accruals. In particular, we examine the relation 

between IPO-year abnormal accruals and insider trading volume, insider trade direction, and 

insider trading profits over the twelve-month period beginning at the end of the fourth month 

following the fiscal year-end. Importantly, this is the period over which prior literature 

conjectures that IPO-year accruals inflate equity values.18  

Similar to our equity valuation tests, we sort companies into quartiles based on their IPO-

year abnormal accruals and calculate the level of insider trading volume (InsiderVol), the buy-

18 We consider the open-market purchases and sales of Section 16 insiders, and exclude directors who are not also 
officers of the company. Section 16 insiders are defined as anyone “who is a director or an officer” of the company 
and generally includes board members, executive officers, presidents, and vice-presidents. Additionally, because 
insiders are subject to lockup provisions that generally prevent them from trading their companies’ shares until 180 
days after the IPO (e.g., Field and Hanka, 2001), we impose the additional restriction that the trade must be at least 
180 days after the IPO. Inferences are unaffected if we examine trades over the six, eighteen, or twenty-four months 
following the expiration of the lockup, or do not exclude the trades of non-officer directors.  
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sell imbalance among insider trades (InsiderBSI), and risk-adjusted insider trading profit 

(InsiderProfit) for each quartile. We calculate these variables for each firm, and then take the 

average value for all firms in each quartile. InsiderVol for firm i is total insider volume over the 

twelve-month period beginning four months after the fiscal year-end scaled by shares 

outstanding. InsiderBSI for firm i is the volume of insider purchases less the volume of insider 

sales, scaled by total insider volume and calculated over the twelve month period beginning four 

months after the fiscal year-end. InsiderProfit for firm i is the average risk-adjusted trading profit 

to insider trades over the twelve month period beginning four months after the fiscal year-end. 

Risk-adjusted trading profits to the net trade in firm i on date t is calculated by first netting the 

insider trades for firm i on date t. We then estimate the following four-factor model over the 180 

days following the transaction:  

(Ri,t - Rf
t)  = α + β1 (Rm

t - Rf
t) + β2 SMBt + β3 HMLt + β4 UMDt + et,        (2) 

where Ri is the daily return for firm i; Rf
 is the daily risk-free interest rate; Rm is the CRSP value-

weighted market return; SMB, HML, and UMD are the size, book-to-market, and momentum 

factors, respectively; and α (–α) is the average daily risk-adjusted trading profit for net purchases 

(sales).19 If managers inflate abnormal accruals to temporarily inflate equity values prior to 

selling their shares, we expect to find a negative relation between abnormal accruals and the buy-

sell imbalance (i.e., more abnormal accruals associated with greater net insider sales) and a 

positive relation between abnormal accruals and insider trading profits. 

3.2. Accruals and investments in working capital 

 Our final set of tests examine whether the abnormal accruals in newly public companies 

result from these companies’ normal activity rather than opportunistic misreporting. In 

19 Calculating risk-adjusted trading profits by estimating trade-specific factor loadings allows risk to vary by trade 
(e.g., Jagolinzer, Larcker, and Taylor, 2011). 
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particular, we examine whether high abnormal accruals in the year of the IPO reflect the 

tendency of newly public companies to invest their IPO proceeds in working capital. We test this 

alternative explanation using a research design similar to that of Richardson et al. (2006) and 

Dechow et al. (2012). In particular, we estimate the following base model pooling all available 

firm-years for both IPO and non-IPO firms: 

Accrualsi,t = δ1IPOi,t + θ Controls + εi,t      (3) 

where Accruals is total accruals (earnings before extraordinary items less cash flow from 

operations), IPO is an indicator variable that equals one during the IPO-year and zero otherwise, 

and Controls is a vector of control variables including: ΔAdjRevenuei,t, PPEi,t, CashFlowi,t+1, 

CashFlowi,t, CashFlowi,t-1, and industry and year fixed effects.20 Dechow et al. (2012) note that 

the standard approach for testing whether accruals are “abnormal” or “discretionary” is to test 

whether the coefficient on the event period indicator—in this case δ1 —equals zero. Importantly, 

the determinants of “expected” or “non-discretionary” accruals in equation (3) are the same for 

both IPO and non-IPO firms. As a result, the IPO indicator captures any increases in accruals in 

the year of the IPO, regardless of whether the increase is attributable to earnings management or 

investment of IPO proceeds in working capital.  

 To test whether the large abnormal accruals in newly public companies are related to the 

investment of IPO proceeds in working capital, we therefore estimate a modified version of 

equation (3) that also controls for newly public companies’ expected level of investment in 

working capital. In particular we estimate the following specification 

 Accrualsi,t = δ1IPOi,t + δ2Intenti,t+ δ3 ΔWC_Proceedsi,t + θ Controls + εi,t   (4) 

20 ΔAdjRevenue is the change in revenues minus the change in net accounts receivable, PPE is gross plant property 
and equipment, CashFlow is cash flow from operations, and all continuous variables are scaled by average total 
assets. Industries fixed effects are defined using two-digit SIC codes. 
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where Intent and ΔWC_Proceeds proxy for newly public companies’ expected level of 

investment in working capital. Intent is an indicator variable for whether the “intended use of 

proceeds” section of the IPO prospectus indicates a use of proceeds that would increase working 

capital, and ΔWC_Proceeds is calculated as the predicted value from a regression of the change 

in working capital on total IPO proceeds (where both variables and the intercept are scaled by 

average total assets), and working capital is defined as non-cash current assets minus current 

liabilities plus the current portion of long-term debt in current liabilities (e.g., Richardson et al., 

2006), and all other variables are as previously defined. Intent and ΔWC_Proceeds are set to zero 

for non-IPO firm-years, which allows for a differential relation between total accruals and its 

determinants for IPO and non-IPO firms, and also controls for newly public companies’ expected 

level of investment in working capital. If newly public companies’ accruals reflect their 

investment in working capital, we expect to find a positive relation between accruals and the 

amount of IPO proceeds invested in working capital (i.e., δ3 > 0). Moreover, if large IPO-year 

abnormal accruals are the result of newly public companies investing their IPO proceeds in 

working capital, we expect to find no evidence of abnormal accruals in the year of the IPO after 

controlling for the amount of proceeds invested in working capital (i.e., δ1 = 0). 

 If the accruals generated by the investment of proceeds in working capital are the result 

of normal economic activity, these accruals should be unrelated to other measures of 

misreporting. Prior work attempts to validate that accruals measure earnings management by 

examining the relation between the components of accruals and the incidence of accounting 

fraud, measured using SEC Accounting and Auditing Enforcement Releases (AAERs). 

Accordingly, we predict that the changes in working capital attributable to the investment of IPO 

proceeds are not symptomatic of earnings management, and thus are unrelated to the incidence 
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of AAERs. This prediction contrasts with the strong positive relation between changes in 

working capital and AAERs documented in the broader earnings management literature (e.g., 

Richardson et al. 2006).21    

 We build on the research design of Richardson et al. (2006), who investigate which 

component of total accruals is manipulated by examining the relation between the various 

components of total accruals and AAERs. Specifically, we estimate the following specification, 

  AAERi,t = δ1Accrualsi,t + θ Controls + εi,t      (5) 

where AAER is an indicator that equals one if an AAER identifies income-increasing earnings 

management at the firm, Controls is a vector of control variables including: ΔAdjRevenuet, PPEt, 

CashFlowt+1, CashFlowt, CashFlowt-1, and industry and year fixed effects, and all variables are 

as previously defined. The inclusion of these variables controls for the determinants of expected 

accruals (e.g., Dechow et al., 2012). We estimate equation (5) for all firm-years with the 

necessary data in the year of the IPO.  

 Following Richardson et al. (2006) we estimate equation (5) decomposing total accruals 

(Accruals) into the component that is due to changes in working capital (∆WC) and the 

component that is not due to changes in working capital (Accruals_nonWC),  

  Accruals = ∆WC + Accruals_nonWC      (6) 

and further decomposing ∆WC into the component that is attributable to the investment of IPO 

proceeds (ΔWC_Proceeds) and the component that is not attributable to the investment IPO 

proceeds (ΔWC_nonProceeds), 

21 Using AAERs as a measure of misreporting has two advantages. First, the use of AAERs as a proxy for 
misreporting avoids assumptions about the determinants of expected accruals. Second, AAERs are likely to capture 
the most egregious cases of misreporting. The primary disadvantage of using AAERs as a measure of misreporting 
is that the existence of an AAER is conditional on detection by the SEC. Thus, our tests that are based on AAERs 
are joint tests of both misreporting and detection. 
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 Accruals = ΔWC_Proceeds + ΔWC_nonProceeds + Accruals_nonWC  (7) 

where all variables are as previously defined. If the tendency of newly public companies to 

invest IPO proceeds in working capital is not symptomatic of earnings management, we expect 

to find no relation between ΔWC_Proceeds and the incidence of accounting fraud. Further, if 

IPO-year abnormal accruals reflect both misreporting and investment of IPO proceeds in 

working capital, then after controlling for ΔWC_Proceeds, we expect to observe a relation 

between ΔWC_nonProceeds and the incidence of accounting fraud. In other words, we expect 

that removing the portion of accruals that is attributable to normal economic activity improves 

the power of the resulting estimate of abnormal accruals to detect misreporting. 

 

4. Sample and Variable Measurement 

4.1. Sample of initial public offerings 

  To construct our sample of IPO companies, we first compile a list of initial public 

offerings in the U.S. between 1987 and 2006 using the Securities Data Corporation (SDC) 

database.22 From SDC we collect data on the IPO date, the amount of proceeds raised, the IPO 

issue price, the number of shares offered and outstanding following the IPO, whether the firm 

was venture-backed, the lead underwriter, and the intended use of proceeds.23 We require the 

IPO date recorded in the SDC database to be within one month of the company’s first appearance 

on the CRSP monthly return file. We then match this set of companies with those in the Field-

Ritter dataset of company founding and issue dates (Field and Karpoff, 2002; Loughran and 

22 We end our sample period in 2006 to avoid potentially confounding effects of the financial crisis on new listings 
and to ensure that our results are comparable to those in prior studies that examine similar periods. Including IPOs 
during the financial crisis (i.e., from 2007 to 2009) adds 102 firms with the necessary accruals data to our sample 
and does not affect our inferences. 
23 As is typical in research involving initial public offerings, we include only first-time IPOs and exclude closed-end 
funds, reverse leveraged buyouts (LBOs), and seasoned equity offerings (SEOs). 
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Ritter, 2004) and exclude financial firms (SIC codes 6000 through 6999).24 Finally, we require 

Compustat data to compute abnormal accruals in the year of the IPO. The resulting sample 

consists of 4,340 IPO firms with data to calculate abnormal accruals in the year of the IPO (IPO 

Sample).  

 One important issue that arises in studies that focus on IPOs is the fiscal year alignment 

relative to the date of the IPO. We follow prior studies and refer to the fiscal year that includes 

(and ends after) the IPO as “the year of the IPO” or “the IPO-year”. Annual financial statements 

for the IPO-year therefore refer to the first set of financial statements reported after the IPO. 

Similarly, the fiscal year prior to the IPO refers to the most recent set of pre-IPO financial 

statements that were disclosed in the prospectus and would have been available to market 

participants (e.g., investors, underwriters, and regulators) on the IPO date.25  

In addition to IPO-year abnormal accruals, our incentive tests require data on a variety of 

outcomes including IPO issue price, post-IPO stock returns, and insider trading. Requiring a 

common sample for all of these analyses would result in a significant reduction in sample size. 

Accordingly, we construct a different sample for each of our tests by applying additional filters 

to our IPO sample (IPO Sample), which results in the following subsamples: 

Issue Price Sample. This sample is used in our analysis of IPO issue price. This sample requires 

data on book value, earnings, cash flows, abnormal, and expected accruals in the year prior to the 

IPO from Compustat, and IPO issue price and shares outstanding following the offering from 

SDC. This sample consists of 1,162 firms.  

24 The Field-Ritter dataset is available on Jay Ritter’s Web page (http://bear.cba.ufl.edu/ritter/FoundingDates.htm).  
25 Pre-IPO data is reported in firms’ offering prospectus and is available for some companies one or two years prior 
to the IPO on Compustat (e.g., Katz, 2006).  
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Long-run Performance Sample. This sample is used in our analysis of post-IPO equity valuation. 

This sample requires data on monthly stock returns beginning four months after the IPO-year 

fiscal year-end from CRSP. This sample consists of 4,317 firms and 50,201 firm-months.  

Insider Trading Sample. This sample is used in our analysis of insider trading activity. This 

sample requires data on insider trades beginning four months after the IPO-year fiscal year-end 

from Thomson Financial and daily stock returns over the same period from CRSP. This sample 

consists of 2,121 firms and 20,434 firm-trades. 

 Our final set of tests examines whether high abnormal accruals result from normal 

economic activity that is unique to newly public companies. These tests compare the accruals of 

IPO firms with those of non-IPO firms and thus require data on both types of firms. The sample 

for these tests (Pooled Accrual Sample) consists of all firm-years on Compustat between 1987 

and 2006 excluding financial firms (SIC 6000-6999), with non-missing net income, plant 

property and equipment, change in sales, change in net accounts receivable, change in working 

capital, total assets in the current and prior year, and cash flow from operations in the current, 

prior, and future year. Additionally, we collect, but do not require, data on SEC AAERs from the 

Center of Financial Reporting and Management.26 To be included in our sample, each AAER 

must refer to a specific period during which income-increasing earnings management is alleged. 

Following Dechow et al. (2012), the firm is said to be named in an AAER during a given year if 

the SEC published an AAER that identified income-increasing earnings management during the 

year. This convention tracks the year of the misreporting, rather than the year the AAER is 

announced. The resulting sample consists of 107,759 firm-years; and 3,699 IPO firms.  

4.2. Models of abnormal accruals 

26 This database tracks all SEC enforcement releases related to accounting fraud or misrepresentation (see Dechow 
et al., 2012 for a description). 
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 Following prior literature, we construct our measure of abnormal accruals, AbAcc, as 

abnormal accruals calculated from each of the following three models of accruals: (i) modified 

Jones (1991), (ii) corrected modified Jones (1991), and (iii) Kothari et al. (2005). Each of these 

models expresses non-cash earnings (i.e., accruals) as a function of economic determinants. 

4.2.1. Modified Jones model 

Our first model of abnormal accruals is the modified cross-sectional Jones model (“MJ 

Model”). This is the primary model used by prior studies that examine earnings management 

around IPOs. Following Hribar and Collins (2002), we define total accruals using the cash flow 

method as earnings before extraordinary items (Compustat Item IBC) less cash flow from 

operations (Compustat Item OANCF minus Item XIDOC).27 The MJ model disaggregates total 

accruals into its abnormal and expected components by estimating the following specification by 

industry and year using all two-digit SIC code peers (excluding all observations within five years 

of an IPO): 
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Expected accruals (ExpAcc) and abnormal accruals (AbAcc) for company i in year t are 

calculated as:  
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27 In untabulated analyses we find that the balance sheet method (e.g., Sloan, 1996) produces similar inferences for 
all of our tests. 
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where the coefficient estimates are for the respective industry and year, Accruals is total 

accruals, TA is total assets (Compustat Item AT), ΔREV is change in total revenues (Compustat 

Item SALES), ΔREC is the change in net accounts receivable (Compustat Item RECT), and PPE 

is gross property, plant, and equipment (Compustat Item PPEGT).  

4.2.2. Corrected modified Jones model 

 Our next model of abnormal accruals is the modified Jones model corrected for the small-

denominator problem noted by Ball and Shivakumar (2008) (“corrected MJ model”). In 

particular, to address the concern that total, abnormal, and expected IPO-year accruals may 

appear large only because they are scaled by pre-IPO total assets (which tend to be small relative 

to post-IPO total assets), we modify equations (8) and (9) to use average total assets as the 

deflator, since this value is arguably more representative of the economic scale of the firm during 

the year of the IPO.  

4.2.3. Performance-matched abnormal accruals 

Our final measure of abnormal accrual is the performance-matched abnormal accrual 

model of Kothari et al. (2005) (“KLW Model”). To estimate this model, we first match each 

observation in our IPO sample with a non-IPO firm based on year, two-digit SIC code, and 

earnings before extraordinary items scaled by average total assets (Earnings). We exclude 

observations where the matched firm has Earnings more than +/– 0.10 of the IPO firm (e.g. a 

potential match for an IPO firm with Earnings of 0.10 must have Earnings between 0 and 0.20). 

We then estimate abnormal accruals for both the sample firm and its matched counterpart using 

the corrected MJ model. The KLW estimate is calculated as the difference between the abnormal 

accruals of the two firms.  

4.3. Descriptive Statistics 
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Table 1 presents descriptive statistics for our primary sample (IPO Sample). Panel A 

reports statistics for firm characteristics. Firms in our sample raise an average of $67.07 million 

from their IPO (TotalProceeds) and have an average issue price of $12.19 (IssuePrice). Average 

proceeds are close to the 75th percentile of proceeds ($72 million), which indicates that the 

distribution is skewed to the right. Forty-four percent of our sample IPO firms are venture 

backed (Venture).28 In addition, 69% of our sample IPO firms disclose in their prospectus that 

they intend to use their IPO proceeds, in part, to increase their working capital (Intent).29 This 

suggests that newly public companies plan to make significant investments in working capital in 

the year of the IPO. We find that average proceeds received from the IPO equals 91% of assets 

(Proceeds), and that the average increase in non-cash working capital in the year of the IPO is 

6% of assets (ΔWC). Examining the extent to which investment of IPO proceeds accounts for 

this increase, we find investment of IPO proceeds in non-cash working capital (ΔWC_Proceeds) 

is on average 5% of assets and thus accounts for 83.33% (0.05 / 0.06) of the total increase in 

non-cash working capital.. 

Panel B of Table 1 presents distributional statistics and significance tests for each of the 

three abnormal accrual models. In particular, we present the mean, median, 25th and 75th 

percentiles of abnormal accrual estimates from each model. We also present the results of 

statistical tests for whether mean and median abnormal accruals are different from zero. 

Consistent with prior work that documents significant positive abnormal accruals in the year of 

the IPO, Panel B shows that both mean and median abnormal accruals across all three models are 

28 This percentage is similar to that reported by Morsfield and Tan (2006), who find that 43% of their sample firms 
from 1983 to 2001 are venture-backed. 
29 Such a large fraction of firms is consistent with Mikkelson et al. (1997) who find that 85% of their sample IPO 
firms from 1980 to 1983 disclose their intent to invest their IPO proceeds in working capital. 
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reliably positive.30 Panel C of Table 1 presents Pearson (Spearman) correlations between 

abnormal and expected accruals and cash flows above (below) the diagonal. We find that the 

three measures of abnormal accruals are positively correlated with each other (Spearman 

correlations between 0.42 and 0.67, Pearson correlations between 0.22 and 0.53), and negatively 

correlated with cash flows (Spearman correlations between –0.18 and –0.39, Pearson correlations 

between –0.08 and –0.35). All correlations are statistically significant at the 1% level.  

 

5. Results 

5.1. Accruals and incentives in newly public companies  

5.1.1. Accruals and IPO issue price 

Table 2 presents results from estimating the IPO issue price model given by equation (1). 

The first two columns present results when only book value and earnings are included in the 

regression with and without an indicator for the presence of a venture capitalist and underwriter 

fixed effects, respectively. When these controls are excluded (i.e., column 1), we find a 

significant positive relation between earnings and issue price (coef. of 0.51 and t-stat of 2.70) 

and the model has modest explanatory power (Adj. R2 of 17.16%). After including the venture 

capital indicator and underwriter fixed effects, we find that earnings is still significantly related 

to IPO issue price (t-stat of 2.45) but that the explanatory power of the model more than triples 

(Adj. R2 of 66.33%). The next two columns disaggregate earnings into its cash flow and total 

accrual components. In column (3) we find a significant positive relation between operating cash 

30 Teoh et al. (1998b) report a median discretionary accrual estimate of 0.04 for their sample of 1,649 firms from 
1980 to 1992. Similarly, Morsfield and Tan (2006) report a median estimate of 0.04 for their sample of 2,630 firms 
from 1983 to 2001. Finally, Fan (2007) reports a median estimate of 0.018 for her sample of 2,031 firms from 1987 
to 1997. Thus, our estimates from the MJ model for our sample of 4,340 firms from 1987 to 2006 are in line with 
estimates reported in prior studies. 
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flows and issue price (t-stat of 4.16) and an insignificant relation between total accruals and issue 

price (t-stat of –0.07). After controlling for venture capital and underwriter reputation (i.e., 

column 4), the coefficient on operating cash flows is reduced but remains positive and significant 

(coef. of 0.43, t-stat of 1.94), and the coefficient on accruals remains insignificant (t-stat of 1.30). 

The final six columns disaggregate total accruals into its abnormal and expected 

components using either the MJ model (columns 5 and 6), the corrected MJ model (columns 7 

and 8), or the KLW model (columns 9 and 10), with and without controls for the presence of a 

venture capitalist and underwriter fixed effects. Across all accrual models, when these controls 

are omitted (i.e., columns 5, 7, and 9), we find a strong positive relation between cash flows and 

issue price (t-stats of 6.06, 5.04, and 5.51, respectively) and no significant relation between issue 

price and either abnormal or expected accruals. When venture capital and underwriter controls 

are included (i.e., columns 6, 8, and 10), we continue to find a positive, albeit weaker, relation 

between cash flows and issue price (t-stats of 1.87, 1.80, and 1.65, respectively), and no relation 

between issue price and either abnormal or expected accruals. The results across all 

specifications show that investment bankers price the cash flow component of earnings when 

setting issue price, but not the accrual component (columns 1 – 4) or the abnormal accrual 

component (columns 5 – 10) of earnings. This is inconsistent with assertions in the literature that 

managers use income-increasing accruals to inflate issue price.  

5.1.2. Accruals and post-IPO equity valuation 

Panel A of Table 3 presents twelve-month market-adjusted buy-and-hold returns by 

abnormal accrual, expected accrual, and cash flow quartile for each of the three abnormal accrual 

models. Across all three abnormal accrual models, we find that IPO-year abnormal accruals 

predict negative future abnormal returns, but that expected accruals do not. This result is 
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important because it suggests that the various accrual models are not randomly decomposing 

total accruals. Across all three models, consistent with Teoh et al. (1998b), the difference in 

returns between the high and low IPO-year abnormal accrual quartiles is economically large 

(estimates range from –7.64% to –12.93%) and statistically significant (t-stats of –2.96, –2.09, 

and –3.25 for the MJ, corrected MJ, and KLW models, respectively). The bottom row of Panel A 

shows that the difference between the high and low cash flow quartiles is 19.38%, which is also 

economically large and highly statistically significant (t-stat of 5.33). The fact that the difference 

in returns between cash flow quartiles is of similar magnitude, but of opposite sign, is consistent 

with the negative correlation between the two variables (see correlations in Panel C of Table 1) 

and indicates that these two variables capture common information (e.g., Desai et al., 2004).  

In Panels B and C of Table 3, we present formal tests of the incremental ability of cash 

flows and abnormal accruals to explain future returns. Panel B presents results from testing for 

differences in the future stock returns of (i) companies that are in the highest abnormal accruals 

quartile with above-median cash flows (i.e., those in the two highest cash flow quartiles), and (ii) 

companies that are in the lowest abnormal accruals quartile with below-median cash flows (i.e., 

those in the two lowest cash flow quartiles). Panel B shows that the extreme abnormal accruals 

portfolios are still well populated, even after conditioning on cash flows (sample sizes range 

from 220 firms to 467 firms). Across all three accrual models, the results suggest that the 

difference in returns between abnormal accrual quartiles is substantially smaller after 

conditioning on cash flows (–0.98, 2.72, and –0.07 for the MJ, corrected MJ, and KLW models, 

respectively) and are not statistically significant (t-stats of –0.13, 0.37, and –0.01, respectively). 

These results indicate that firms with high IPO-year abnormal accruals have abnormally low 

stock returns following their IPO because these firms also have low cash flows.  
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      Panel C of Table 3 presents the results of estimating a regression of monthly excess 

returns on the three Fama and French (1993) risk factors and the scaled quartile ranks (i.e., ranks 

ranging from zero to one) of abnormal accruals, expected accruals, and cash flow from 

operations. The first column of Panel C shows that all three of the Fama-French factors are 

highly significant in our sample of IPO companies. Consistent with the IPO underperformance 

literature (e.g., Loughran and Ritter, 1995), the intercept, or alpha, is negative and significant (t-

stat of –2.40), which indicates that, on average, newly public companies earn negative abnormal 

returns in the twelve months following their IPO. Columns (2), (4), and (6) present results when 

the various estimates of abnormal accruals are included in the model. Consistent with our earlier 

results, across all three models we find a highly significant negative relationship between future 

abnormal returns (relative to the Fama-French factors) and abnormal accruals. The coefficient 

estimates suggests that by moving from the lowest quartile to highest quartile of abnormal 

accruals, abnormal returns increase by –1.05%, –0.63%, and –1.10% per month for the MJ 

model, the corrected MJ model, and the KLW model, respectively (t-stats of –2.64, –1.96, and –

3.20). Columns (3), (5), and (7) simultaneously consider all three earnings components. In this 

specification, and across all three abnormal accrual models, we find that abnormal accruals are 

no longer significant, but that cash flows are significant (t-stats of 2.09, 2.04, and 2.08 for the MJ 

model, the corrected MJ model, and the KLW model, respectively).31 Thus, after controlling for 

cash flows, abnormal accruals are unrelated to future returns.  

Collectively the results of Table 3 are inconsistent with managers systematically inflating 

IPO-year accruals to inflate post-IPO equity values. Instead, our results suggest that high accrual 

31 Note that the factor loadings do not change across regression specifications because the discretionary accrual 
quartile is independent of the risk factor. The former varies across firms in a given month, whereas the latter takes 
the same value for all firms in a given month. 
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firms also tend to have low cash flows and that the relationship between IPO-year abnormal 

accruals and subsequent stock returns is an artifact of cash flow mispricing documented in prior 

research (e.g., Desai et al., 2004). Collectively, the evidence in Tables 2 and 3 casts doubt on the 

notion that managers who inflate abnormal accruals benefit from a higher issue price or higher 

post-IPO equity valuation. 

5.1.3. Accruals and insider trading 

Table 4 presents three measures of insider trading activity—profitability (InsiderProfit), 

direction (InsiderBSI), and volume (InsiderVol)—for each abnormal accrual quartile and for each 

of the three abnormal accrual models. Consistent with prior research (e.g., Lakonishok and Lee, 

2001), we find that insider trades earn positive abnormal returns (average InsiderProfit 0.06, t-

stat 8.02), and that insiders tend to sell more shares than they buy (average InsiderBSI of –0.57, 

t-stat –21.45). On average, insider trading volume over the twelve-month period beginning four 

months after the IPO-year fiscal year-end (i.e., beginning after the disclosure of IPO-year 

accruals) is 0.2% of shares outstanding (average InsiderVol of 0.002, t-stat 16.55). Examining 

variation in insider trading activity based on the level of abnormal accruals, we find that insiders 

at firms that report high abnormal accruals have higher trading volume than do insiders at firms 

that report low abnormal accruals, but that this difference is significant only when abnormal 

accruals are calculated using the corrected MJ model (difference in InsiderVol of 0.001, t-stat of 

2.87). However, this increased volume does not correspond to either greater trading profits or 

greater net sales. In particular, we find that insiders at firms that report high abnormal accruals 

have lower levels of insider trading profits than do their counterparts at firms that report low 

abnormal accruals, but that this difference is significant only when abnormal accruals are 

calculated using the corrected MJ model (difference in InsiderProfit of –0.05, t-stat of –1.96). 
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Moreover, we find no evidence of a difference in trade direction between insiders at firms that 

report high and low abnormal accruals. If anything, we find weak evidence that insiders at firms 

that report high abnormal accruals tend to buy more (sell less) than their counterparts at firms 

that report low abnormal accruals (difference in InsiderBSI of 0.12 for the KLW Model, t-stat of 

1.71). Overall, the results in Table 4 suggest that although insiders appear to earn significant 

risk-adjusted trading profits, insiders at firms that report high abnormal accruals do not earn 

greater trading profits than insiders at firms that report low abnormal accruals. These findings are 

inconsistent with the notion that managers inflate accruals to temporarily boost stock price prior 

to selling their shares. 

5.2. Accruals and investments in working capital 

 Table 5 presents results from our tests of whether the accruals of newly public companies 

are related to the amount of IPO proceeds invested in working capital. Column (1) presents 

results from estimating equation (3). Consistent with prior studies, we find that the coefficient on 

IPO is positive and significant (coef. of 0.05 on IPO, t-stat of 9.02), which indicates positive 

IPO-year abnormal accruals (i.e., variation in accruals incremental to the control variables). 

Regarding the control variables, we find a significant positive relation between accruals and the 

change in revenue and cash flows in the previous and the next year (t-stats of 4.77, 10.69, and 

19.67, respectively). We find a significant negative relation between accruals and both plant 

property and equipment and cash flows in the current year (t-stats of –21.28 and –2.75, 

respectively).32  

32 The signs of all control variables are identical to those reported in prior research (e.g., Dechow et al., 2012). 
However, the statistical significance is generally diminished relative to estimates in prior work because we calculate 
t-statistics based on standard errors that are corrected for time-series and cross-sectional dependence (i.e., standard 
errors that are clustered by both firm and year). 
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 Column (2) presents results after including an indicator for whether managers intend to 

use IPO proceeds to increase working capital. Consistent with the accruals of newly public 

companies reflecting the investment of IPO proceeds in working capital, we find that firms that 

disclose (in their prospectus) their intent to use their IPO proceeds to increase their working 

capital have higher abnormal accruals than firms that do not (coef. of 0.03 on Intent and t-stat of 

4.84). In fact, newly public companies that disclose this intent have twice the level of abnormal 

accruals as firms that do not (0.06 versus 0.03).  

 Column (3) present results after including the total amount of proceeds raised in the IPO. 

Consistent with firms investing their IPO proceeds in working capital which, in turn, leads to 

larger abnormal accruals, we find a strong positive relation between accruals and Proceeds (t-stat 

of 3.30). This result suggests that the more proceeds a firm raises from its IPO (as a fraction of 

total assets), the higher its abnormal accruals at the end of the year. Column (4) presents results 

using only the portion of IPO proceeds invested in working capital (ΔWC_Proceeds). Consistent 

with the accruals of newly public companies reflecting the investment of IPO proceeds in 

working capital, we find a positive relation between accruals and ΔWC_Proceeds (t-stat of 3.71). 

Importantly, after controlling for the investment of IPO proceeds in working capital, we find no 

evidence of abnormally high abnormal accruals in the year of the IPO. If anything, our results 

suggest that if a newly public company does not disclose an intent to invest proceeds in working 

capital (i.e., Intent = 0), and indeed does not invest any proceeds in working capital (i.e., 

ΔWC_Proceeds = 0), then its abnormal accruals in the year of its IPO are no different than those 

of other publicly traded companies (coef. of –0.002 on IPO and t-stat of –0.25). Collectively, the 

results in Table 5 are consistent with newly public companies investing their IPO proceeds in 

working capital, which manifests as abnormally high abnormal accruals.  
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Our final analysis in Table 6 present results of estimating the incidence of accounting 

fraud as a function of total accruals (columns 1 and 2), total accruals disaggregated into the 

change in working capital and other accruals (column 3), and total accruals disaggregated into 

the change in working capital that is due to the investment of IPO proceeds, other changes in 

working capital, and other accruals (column 4). We find no evidence of an association between 

total accruals and the incidence of accounting fraud before (column 1) or after (column 2) 

controlling for the determinants of expected accruals (t-stats of 0.07 and 0.17, respectively). 

Column (3) reports results after partitioning accruals into its working capital and non-working 

capital components. Consistent with Richardson et al. (2006), we find that the non-working 

capital component (Accruals_nonWC) is unrelated to the incidence of accounting fraud (t-stat of 

–0.50), but that the working capital component (ΔWC) is positively related to the incidence of 

accounting fraud (t-stat of 2.15). When we further decompose the working capital component of 

accruals, we find that the portion that is not attributable to the investment of IPO proceeds (i.e., 

ΔWC_nonProceeds) is positively related to the incidence of fraud (t-stat of 2.17), but that the 

portion that is attributable to the investment of IPO proceeds (i.e., ΔWC_Proceeds) is unrelated 

to the incidence of fraud (t-stat of –0.94). The differential relation between these two 

components is consistent with the notion that accruals generated by the investment of IPO 

proceeds in working capital are the result of the normal economic activity of newly public 

companies rather than a symptom of earnings management. These results highlight the 

importance of controlling for the investment of proceeds when estimating abnormal accruals. 
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6. Conclusion 

 We examine the financial reporting quality of newly public companies. Prior studies 

interpret large positive abnormal accruals in the year of the IPO as evidence that the financial 

reporting of newly public companies is systematically opportunistic. In contrast to these studies, 

we explicitly examine whether these accruals are, in fact, the result of opportunistic 

misreporting. In particular, we examine whether managers have incentives to inflate (i.e., benefit 

from inflating) accruals, or whether these accruals instead result from the normal economic 

activity of newly public companies. 

 Using several state-of-the-art abnormal accrual models, we test whether managers have 

incentives to inflate accruals around the IPO to (i) inflate issue price, (ii) inflate post-IPO equity 

valuation, and (iii) increase their insider trading profits. Across all tests, we find no evidence of a 

positive relation between accruals and these outcomes, which is inconsistent with the notion that 

managers have systematic incentives to inflate accruals around the IPO.  

 Next we examine an alternative explanation for the large positive abnormal accruals in 

the year of the IPO; namely that newly public companies use their IPO proceeds to make 

relatively large investments in working capital. Consistent with large abnormal accruals resulting 

from large investments in working capital, after controlling for the amount of IPO proceeds 

invested in working capital, we find no evidence that newly public companies have large 

abnormal accruals. We confirm that the investment of IPO proceeds in working capital is not 

symptomatic of earnings management by showing that the portion of accruals that is attributable 

(not attributable) to the investment of IPO proceeds in working capital is unrelated (positively 

related) to the incidence of accounting fraud. Our evidence suggests that controlling for the 

portion of IPO-year accruals that is attributable to the investment of IPO proceeds in working 
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capital removes an important source of bias and results in a more powerful accrual-based 

measure of misreporting. Collectively, our evidence suggests that the accruals of newly public 

companies are not the result of opportunistic misreporting, and that the financial reporting 

quality of newly public companies is considerably higher than is widely alleged. 
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Appendix. Sample Formation  
 

We compile a list of all first-time initial public offerings in the U.S. from SDC and exclude close-end funds and LBOs. 
Of these, 6,160 first appear on CRSP and the Field-Ritter Dataset within one month of the trade date listed by SDC. 
Requiring sufficient data on Compustat to calculate abnormal accruals in the year of the IPO and excluding financial 
firms (SIC codes 6000-6999), results in a final sample of 4,340 companies (IPO Sample). Of these, 1,162 companies 
have data on IPO issue price, shares outstanding a the time of the IPO, and sufficient data to calculate earnings, book 
value of equity, and abnormal accruals in the year prior to the IPO, and are used in the analysis in Table 2 (Issue Price 
Sample); 4,317 have stock return data on CRSP beginning four months after the first fiscal year-end following the 
IPO and are used in the analysis in Table 3 (Long-run Performance Sample); 2,121 have data on insider trades on 
Thomson Financial beginning four months after the first fiscal year-end following the IPO are used in the analysis in 
Table 4 (Insider Trading Sample); and 3,699 have non-missing net income, plant property, and equipment, change in 
sales, change in net accounts receivable, change in non-cash working capital, total assets in the current and prior year, 
and cash flow in the current, prior, and future year and are used in the analyses in Tables 5 and 6 (Pooled Accrual 
Sample). 
 

 

IPO Sample  
First time IPOs listed on SDC from (excluding closed-end funds and 
LBOs) with founding dates and issue dates on Fields-Ritter dataset, 
and with sufficient data to calculate discretionary accruals in the year 
of the IPO on Compustat 
4,340 firms in the year of the IPO 

Insider Trading Sample 
Firms appearing in the IPO sample with 
data on daily stock returns from CRSP 
and open market purchases or sales by 
company officers from Thomson 
Financial, beginning four months after the 
fiscal year-end and continuing for the next 
twelve months. 
2,121 firms; 20,434 trades 

Issue Price Sample 
Firms appearing in the IPO sample 
with data on IPO issue price, shares 
outstanding at the time of the IPO, 
and earnings, cash flows, accruals, 
and discretionary accruals in the 
year prior to the IPO 
1,162 firms 

Long-run Performance Sample 
Firms appearing in the IPO sample 
with data on monthly stock returns 
beginning four months after the 
fiscal year-end on CRSP and 
continuing for the next twelve 
months 
4,317 firms; 50,201 firm-months 

Pooled Accrual Sample 
All firm-years on Compustat, excluding 
financial firms (SIC 6000-6999), with 
non-missing net income, plant property 
and equipment, change in sales, change in 
net accounts receivable, change in non-
cash working capital, total assets in the 
current and prior year, and cash flow from 
operations in the current, prior, and future 
year. 
107,759 firm-years; 3,699 firms in the 
year of the IPO  
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Table 1. Sample Descriptive Statistics 
This table presents descriptive statistics for the variables used in our analyses. Panel A presents summary statistics for 
various firm characteristics. Panel B presents results from testing whether mean and median abnormal accruals are 
different from zero. t-stat (p-value) tests for whether the mean (median) is statistically different from zero, two-tailed. 
Panel C presents Pearson (Spearman) correlations for our three measures of abnormal accruals above (below) the 
diagonal. All correlations are statistically significant at the 1% level, two-tailed. TotalProceeds is the amount (in 
dollars) raised in the IPO, BookVal is the book value of equity (Item CEQ), and Assets is total assets (Item AT). 
IssuePrice is the offering price of the IPO. Intent is an indicator variable for whether the intended use of proceeds 
listed in the prospectus would increase working capital. Venture is an indicator variable if the firm is venture-backed. 
Proceeds is proceeds raised in the IPO scaled by average assets. ΔAdjRevenue  is change in revenue (Item SALES) 
less the change in net accounts recievable (Item RECT), PlantPropEquip is net plant, property, and equipment (Item 
PPEGT), Earnings is net income before extraordinary items (Compustat Item IBC), Cashflow is cash flow from 
operations (Item OANCF – Item XIDOC), Accruals is total accruals (Earnings minus Cashflow), Accruals_nonWC is 
non-working capital accruals (Accruals less ΔWC), ΔWC is change in working capital (Item ACT – Item CHE – Item 
LCT + Item DLC), ΔWC_nonProceeds is the portion of the change in working capital uncorrelated with IPO proceeds, 
ΔWC_Proceeds is the portion of the change in working capital correlated with IPO proceeds. AbAcc is abnormal 
accruals calculated according to one of three models of accruals. MJ Model refers to the modified Jones model, 
Corrected MJ Model refers to the corrected modified Jones model, and KLW Model refers to the performance matched 
model described in Kothari et al. (2005). All variables are calculated during the year of the IPO and are winsorized at 
the 1st and 99th percentiles. Sample of 4,340 IPOs from SDC with data on IPO-year abnormal accruals from Compustat. 
 
Panel A. Firm Characteristics - Descriptive Statistics 

Variable Mean Std. Dev. 25% Median 75% 
TotalProceeds ($, millions) 67.07 102.00 17.33 35.20 72.00 
IssuePrice 12.19 4.96 8.50 12.00 15.00 
Venture 0.44 0.50 0.00 0.00 1.00 
Intent 0.69 0.46 0.00 1.00 1.00 
BookVal ($, millions) 91.59 176.15 17.39 40.04 87.32 
Assets ($, millions) 188.45 428.64 28.27 62.68 145.32 
Proceeds 0.91 0.67 0.41 0.77 1.25 
ΔAdjRevenue 0.31 0.36 0.07 0.21 0.44 
PlantPropEquip 0.37 0.33 0.13 0.25 0.51 
Earnings  -0.10 0.37 -0.21 0.03 0.10 
CashFlow -0.07 0.32 -0.19 0.01 0.12 
Accruals -0.03 0.19 -0.11 -0.03 0.06 
ΔWC 0.06 0.15 -0.02 0.04 0.12 
ΔWC_nonProceeds 0.01 0.15 -0.07 -0.004 0.08 
ΔWC_Proceeds 0.05 0.03 0.03 0.05 0.06 

 
Panel B. Abnormal Accruals - Descriptive Statistics 

Variable Model Mean t-stat Median p-value 25% 75% 
AbAcc MJ Model 0.23 (8.01) 0.04 [<0.001] –0.10 0.29 
AbAcc Corrected MJ Model 0.02 (4.67) 0.01 [0.03] –0.07 0.10 
AbAcc KLW Model 0.01 (2.86) 0.01 [0.001] –0.10 0.14 

 
Panel C. Abnormal Accruals - Correlation Matrix 

  Abnormal Accrual Model  

Abnormal Accrual 
Model 

 MJ Model 
Corrected MJ 

Model KLW Model  
Variable AbAcc AbAcc AbAcc CashFlow 

MJ Model AbAcc  0.34 0.22 –0.09 
Corrected MJ Model AbAcc 0.67  0.53 –0.08 
KLW Model AbAcc 0.42 0.56  –0.35 

 CashFlow –0.26 –0.18 –0.39  
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Table 2. IPO Valuation: Issue Price and Accruals 
This table presents results from estimating IPO issue price (IssuePrice) as a function of venture-backing, underwriter affiliation, and book value, earnings, cash 
flows, and accruals for the fiscal year-end immediately prior to the IPO and disclosed in the prospectus. IssuePrice is the issue price of the IPO. BookVal is the 
book value of equity for the year prior to the IPO, Earnings is net income before extraordinary items for the year prior to the IPO, Cashflow is cash flow from 
operations for the year prior to the IPO, Accruals is total accruals for the year prior to the IPO, ExpAcc is expected accruals for the year prior to the IPO (Accruals 
minus AbAcc), and AbAcc is abnormal accruals for the year prior to the IPO calculated according to one of three models of accruals. MJ Model refers to the modified 
Jones model, Corrected MJ Model refers to the corrected modified Jones model, and KLW Model refers to the performance matched model described in Kothari et 
al. (2005). All financial statement variables are calculated using financial statement information available at the time of the IPO, and are scaled by shares outstanding 
following the offering. Sample of 1,162 IPOs from SDC with data on issue price, shares outstanding, and abnormal accruals in the year prior to the IPO from 
Compustat. t-statistics appear in parentheses and are calculated based on standard errors clustered by date. ***, **, * denote statistical significance at the 1, 5, and 
10% level, respectively (two-tailed). 
 

    Accrual Model 

Variable 
  MJ Model Corrected MJ Model KLW Model 

(1) (2) (3) (4) (5) (6) (7) (8) (9) (10) 

BookVal 0.15*** –0.04 0.11*** –0.04 0.11** –0.03 0.10** –0.03 0.11** –0.02 
(3.31) (–0.74) (2.38) (–0.64) (2.36) (–0.44) (2.10) (–0.38) (2.29) (–0.32) 

Earnings 0.51*** 0.48**         
(2.70) (2.45)         

CashFlow   0.82** 0.43* 0.91*** 0.34* 0.86*** 0.36* 0.95*** 0.37* 
  (4.16) (1.94) (6.06) (1.87) (5.04) (1.80) (5.51) (1.65) 

Accruals   –0.01 0.27       
  (–0.07) (1.30)       

ExpAcc     0.10 0.07 –0.02 0.18 0.19 0.22* 
    (1.19) (0.85) (–0.08) (0.96) (1.52) (1.66) 

AbAcc     0.08 0.08 0.06 0.11 0.11 0.13 
    (1.04) (1.13) (0.42) (0.89) (0.96) (1.14) 

Fixed Effects:  
 

        
Industry and Year Yes Yes Yes Yes Yes Yes Yes Yes Yes Yes 
Lead Underwriter No Yes No Yes No Yes No Yes No Yes 
Venture Capital No Yes No Yes No Yes No Yes No Yes 

Adj. R2 17.16 66.33 19.67 66.25 19.79 66.23 19.73 66.21 19.40 66.65 
N  1,162 1,162 1,162 1,162 1,162 1,162 1,162 1,162 1,162 1,162 

 - 40 - 



Table 3. Post-IPO Valuation: Long-Run Performance and Accruals 
This table presents average abnormal returns for each IPO-year abnormal accrual quartile. Firms are ranked into 
quartiles based on financial statement information for the fiscal year-end immediately following the IPO. Panel A 
presents buy-and-hold market-adjusted returns by abnormal accrual (AbAcc), expected accrual (NonAbAcc), and cash 
flow (CashFlow) quartile. Panel B presents non-overlapping hedge portfolio buy-and-hold returns. Non-overlapping 
hedge returns are calculated as the buy-and-hold market-adjusted return to firms in the highest abnormal accrual 
quartile with above median cash flow, less the buy-and-hold market-adjusted return to firms in the lowest abnormal 
accrual quartile with below median cash flow. Sample size for the non-overlapping portfolios appear in brackets. Buy-
and-hold returns are calculated assuming a twelve-month holding period beginning four months after the fiscal year-
end immediately following the IPO. Panel C presents results from estimating monthly returns in excess of the risk-
free rate, over this twelve month period as a function of the Fama-French factors (MKTRF, SMB, HML), and the scaled 
quartile rank of abnormal accruals (AbAcc), expected accrual (ExpAcc), and cash flow (CashFlow). Ranks are scaled 
to range from 0 to 1. MJ Model refers to the modified Jones model, Corrected MJ Model refers to the corrected 
modified Jones model, and KLW Model refers to the performance matched model described in Kothari et al. (2005). 
Sample of 4,317 IPOs from SDC with data on IPO-year abnormal accruals from Compustat and data on monthly stock 
returns over the twelve month period beginning four months after the IPO-year fiscal year end from CRSP (50,201 
firm-months). t-statistics appear in parentheses. ***, **, * denote statistical significance at the 1, 5, and 10% level, 
respectively (two-tailed). 
 
Panel A. Market-Adjusted Buy-and-Hold Returns 

Accrual Model 
Sort 
Variable 

Low   High Diff 
Q4 – Q1 1 2 3 4 

MJ Model 
AbAcc –1.40 –10.72*** –10.71*** –13.41*** –12.00*** 

(–0.46) (–5.22) (–4.46) (–5.06) (–2.96) 

ExpAcc –9.18*** –15.02*** –5.45** –6.69*** 2.49 
(–3.18) (–6.68) (–2.02) (–2.78) (0.66) 

       

Corrected MJ Model 
AbAcc –3.95 –10.67*** –10.06*** –11.59*** –7.64** 

(–1.33) (–4.73) (–4.42) (–4.24) (–2.09) 

ExpAcc –9.17*** –10.73*** –7.59*** –8.84*** 0.33 
(–3.72) (–4.41) (–2.82) (–3.28) (0.09) 

       

KLW Model 
AbAcc –2.36 –8.59*** –8.87*** –15.29*** –12.93*** 

(–0.83) (–3.62) (–3.72) (–5.50) (–3.25) 

ExpAcc –7.17 –10.88*** –10.52*** –6.54** 0.63 
(–2.27) (–5.20) (–4.47) (–2.41) (0.15) 

       

. CashFlow –18.59*** –9.89*** –8.73*** 0.80 19.38*** 
(–6.38) (–3.66) (–3.62) (0.36) (5.33) 

 
 
Panel B. Non-overlapping Quartile Tests 

 
Accrual Model Included Quartiles 

Q1 
AbAcc 

Q4 
AbAcc 

Diff 
Q4 – Q1 

MJ Model Q4: AbAcc quartile 4 with above median CFO 
Q1: AbAcc quartile 1 with below median CFO 

–9.17 
(–1.75) 
[467] 

–10.15 
(–2.26) 
[292] 

–0.98 
(–0.13) 
[759] 

Corrected MJ Model Q4: AbAcc quartile 4 with above median CFO 
Q1: AbAcc quartile 1 with below median CFO 

–7.99 
(–1.50) 
[452] 

–5.27 
(–1.26) 
[307] 

2.72 
(0.37) 
[759] 

KLW Model Q4: AbAcc quartile 4 with above median CFO 
Q1: AbAcc quartile 1 with below median CFO 

–4.83 
(–0.83) 
[354] 

–4.90 
(–0.99) 
[220] 

–0.07 
(–0.01) 
[574] 
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Table 3. Post-IPO Valuation: Long-Run Performance and Accruals (cont'd) 
 
 
Panel C. Monthly Risk-Adjusted Stock Returns 

  Abnormal Accrual Model 

  MJ Model 
Corrected 
MJ model KLW Model 

Variable (1) (2) (3) (4) (5) (6) (7) 

Intercept –0.88** –0.36 –1.26 –0.57 –1.19 –0.32 –0.68 
(–2.40) (–1.03) (–1.57) (–1.46) (–1.31) (–1.00) (–0.77) 

MKTRF 1.30*** 1.30*** 1.30*** 1.30*** 1.30*** 1.30*** 1.30*** 
(14.98) (14.98) (14.98) (14.98) (14.98) (14.98) (14.98) 

SMB 1.08*** 1.08*** 1.08*** 1.08*** 1.08*** 1.08*** 1.08*** 
(6.79) (6.79) (6.79) (6.79) (6.79) (6.79) (6.79) 

HML –0.50*** –0.50*** –0.50*** –0.50*** –0.50*** –0.50*** –0.50*** 
(–3.31) (–3.31) (–3.31) (–3.31) (–3.31) (–3.31) (–3.31) 

CashFlow   1.22**  1.33**  1.13** 
  (2.09)  (2.04)  (2.08) 

ExpAcc   0.21  –0.32  –0.52 
  (0.46)  (–0.74)  (–1.15) 

AbAcc  –1.05*** –0.48 –0.63** –0.41 –1.10** –0.66 
 (–2.64) (–1.03) (–1.96) (–0.86) (–3.20) (–1.08) 

Adj. R2 12.60% 12.63% 12.66% 12.61% 12.65% 12.86% 12.89% 
N 50,201 50,201 50,201 50,201 50,201 50,201 50,201 
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Table 4. Insider Trading and Accruals 
This table presents average abnormal insider trading profits for each IPO-year abnormal accrual quartile. Firms are ranked into quartiles based on financial statement 
information for the fiscal year-end immediately following the IPO. The table presents average abnormal insider trading profits (InsiderProfit), average insider buy-
sell imbalance (InsiderBSI), and average insider trading volume (InsiderVol) over for each abnormal accrual quartile. InsiderProfit for firm i is the average abnormal 
trading profit to trades placed over the twelve month period beginning four months after the fiscal year-end. Abnormal trading profits to purchases (sales) are 
calculated as the firm's α (−α) from a four factor Fama-French model estimated over the 180-days following the transaction. InsiderBSI for firm i is the volume of 
insider purchases less the volume of insider sales, scaled by total insider volume, calculated over the twelve month period beginning four months after the fiscal 
year-end. InsiderVol for firm i is total insider volume over the twelve month period beginning four months after the fiscal year-end scaled by shares outstanding. 
MJ Model refers to the modified Jones model, Corrected MJ Model refers to the corrected modified Jones model, and KLW Model refers to the performance 
matched model described in Kothari et al. (2005). The sample consists of 2,121 IPOs from SDC with data on IPO-year abnormal accruals from Compustat and 
data on trades by executive officers over the twelve month period beginning four months after the IPO-year fiscal year-end from Thomson Financial (20,434 firm-
trades). t-statistics appear in parentheses. ***, **, * denote statistical significance at the 1, 5, and 10% level, respectively (two-tailed). 
 
 

    AbAcc Quartile  

Accrual Model 
Compensation 
Variable All firms  

Low   High Diff 
Q4 – Q1 1 2 3 4 

MJ Model 
InsiderProfit 0.06*** (8.02)  0.06*** (3.68) 0.05*** (4.29) 0.07*** (4.95) 0.06*** (3.48) 0.003 (0.12) 
InsiderBSI –0.57*** (–21.45)  –0.57*** (–10.81) –0.56*** (–9.61) –0.56*** (–9.84) –0.61*** (–13.32) –0.04 (–0.61) 
InsiderVol 0.002*** (16.55)  0.002*** (8.74) 0.002*** (7.99) 0.003*** (8.16) 0.003*** (8.39) 0.001 (1.18) 

         

Corrected MJ 
Model 

InsiderProfit 0.06*** (8.02)  0.09*** (5.06) 0.04** (3.40) 0.06*** (4.64) 0.04** (2.87) –0.05** (–1.96) 
InsiderBSI –0.57*** (–21.45)  –0.52*** (–10.32) –0.57*** (–10.43) –0.67*** (–11.91) –0.53*** (–10.21) –0.01 (–0.23) 
InsiderVol 0.002*** (16.55)  0.002*** (8.15) 0.002*** (7.98) 0.002*** (8.54) 0.003*** (9.05) 0.001** (2.87) 

         

KLW Model 
InsiderProfit 0.06*** (8.02)  0.06*** (4.06) 0.06*** (4.39) 0.06*** (4.20) 0.06*** (3.48) –0.004 (–0.22) 
InsiderBSI –0.57*** (–21.45)  –0.61*** (–12.50) –0.68*** (–12.07) –0.53*** (–9.11) –0.49*** (–9.33) 0.12* (1.71) 
InsiderVol 0.002*** (16.55)  0.002*** (7.31) 0.002*** (8.34) 0.002*** (9.04) 0.003*** (8.52) 0.001 (1.50) 
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Table 5. Investment of Proceeds in Working Capital and Accruals 
This table presents results from estimating accruals as a function of an indicator variable for whether the firm had its 
IPO that year, whether managers indicate an intent to invest IPO proceeds in working capital, the amount of IPO 
proceeds invested in working capital, and control variables. The regression is estimated pooling across all IPO and 
non-IPO firm-years. 
 

Accrualsi,t = δ1IPOi,t + δ2Intenti,t+ δ3 ΔWC_Proceedsi,t + θ Controls + εi,t 
 

Accrualst is total accruals scaled by average assets, IPOt is an indicator variable for whether the firm had its IPO 
during the fiscal year, Intent is an indicator variable for whether managers intend to use IPO proceeds to increase 
working capital, Proceeds is total IPO proceeds scaled by average assets, ΔWC_Proceeds is the portion of IPO 
proceeds invested in working capital scaled by average assets. Intent and ΔWC_Proceeds equal 0 for non-IPO firm-
years. Controls is a vector of control variables including: ΔAdjRevenuet, PPEt, CashFlowt+1, CashFlowt, CashFlowt-

1, and industry and year fixed effects. ΔAdjRevenue is the change in revenues less the change in net accounts 
receivables, PPE is gross plant property and equipment, and CashFlow is cash flow from operations, all scaled by 
average assets. Sample of 107,759 firm-years on Compustat. t-statistics appear in parentheses and are calculated based 
on standard errors clustered by firm and year. ***, **, * denote statistical significance at the 1, 5, and 10% level, 
respectively (two-tailed). 

 

Variable 

Dependent Variable: Accrualst 

(1) (2) (3) (4) 

IPOt 0.05*** 0.03*** 0.004 –0.002 
(9.02) (7.20) (0.53) (–0.25) 

Intentt 
 0.03*** 0.03*** 0.03*** 
 (4.84) (4.76) (4.75) 

Proceedst 
  0.04***  
  (3.30)  

ΔWC_Proceeds    0.82*** 
   (3.71) 

     
Control Variables     

ΔAdjRevenuet 0.05*** 0.05*** 0.05*** 0.05*** 
(4.77) (4.70) (4.69) (4.69) 

PPEt –0.08*** –0.08*** –0.08*** –0.08*** 
(–21.28) (–20.75) (–20.70) (–20.67) 

CashFlowt+1 0.20*** 0.20*** 0.20*** 0.20*** 
(10.69) (10.85) (10.87) (10.86) 

CashFlowt –0.10*** –0.10*** –0.10*** –0.10*** 
(–2.75) (–2.75) (–2.75) (–2.74) 

CashFlowt–1 0.34*** 0.34*** 0.34*** 0.34*** 
(19.67) (19.84) (19.88) (19.97) 

Industry and Year 
Fixed Effects Yes Yes Yes Yes 

Adj. R2 27.86 27.98 27.99 28.00 
N  107,759 107,759 107,759 107,759 
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Table 6. SEC Enforcement Actions and Accruals 
This table presents results from estimating the relation between SEC Accounting and Auditing Enforcement Releases 
(AAERs) and components of accruals in IPO firms: 
 

 AAERt = δ1 Accrualst + θ Controlst + εt 
 AAERt = δ1 Accruals_nonWC t + δ2ΔWCt + θ Controlst + εt 
 AAERt = δ1 Accruals_nonWC t + δ1ΔWC_nonProceedst + δ3ΔWC_Proceedst + θ Controlst + εt 
 

AAERt is an indicator variable equal 1 if an AAER identifies income increasing earnings management at the firm and 
0 otherwise. Accrualst is total accruals, Accruals_nonWC is non-working capital accruals (Accruals less ΔWC), ΔWCt 
is the change in working capital, ΔWC_nonProceeds is the change in working capital not attributable to the investment 
of IPO proceeds (ΔWC less ΔWC_Proceeds), and ΔWC_Proceeds is the change in working capital attributable to the 
investment of IPO proceeds. Controls is a vector of control variables including: ΔAdjRevenuet, PPEt, CashFlowt+1, 
CashFlowt, and CashFlowt-1. ΔAdjRevenue is the change in revenues less the change in net accounts receivables, PPE 
is gross plant property and equipment, and CashFlow is cash flow from operations. All independent variables are 
scaled by average assets. Sample of 3,699 firms in the year of the IPO. t-statistics appear in parentheses and are 
calculated based on standard errors clustered by firm and year. ***, **, * denote statistical significance at the 1, 5, and 
10% level, respectively (two-tailed). 
 
 

Variable (1) (2) (3) (4) 

Accruals 0.001 0.002   
(0.07) (0.17)   

Accruals_nonWC   –0.01 –0.01 
  (–0.50) (–0.56) 

ΔWC   0.03**  
  (2.15)  

ΔWC_nonProceeds     0.03** 
   (2.17) 

ΔWC_Proceeds    –0.05 
   (–0.94) 

     
Control Variables 

    

ΔAdjRevenuet 
 0.01** 0.004 0.004 
 (2.15) (1.22) (1.34) 

PPEt  –0.0003 –0.0002 –0.001 
 (–0.07) (–0.05) (–0.27) 

CashFlowt+1  –0.01* –0.01** –0.01** 
 (–1.90) (–2.32) (–2.38) 

CashFlowt  –0.001 0.01 0.01 
 (–0.13) (1.02) (0.83) 

CashFlowt–1  –0.004 –0.01 –0.01 
 (–0.37) (–0.64) (–0.87) 

Industry and Year 
Fixed Effects No Yes Yes Yes 

Adj. R2 0.00 1.73 2.09 2.18 
N  3,699 3,699 3,699 3,699 
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